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Like many other developing countries, South Asian nations have been experiencing increased foreign direct investment inflows over the past decade as developing countries get a larger share of cross-border investments that were once sent to developed countries. Nonetheless, South Asia's inflows of foreign direct investment remain the lowest relative to gross domestic product among developing country regions. Why are South Asia's foreign direct investment inflows so low and what lessons can be drawn for developing countries as a whole? The analysis in this paper uses a novel empirical model that accounts for possible trends in convergence in the ratio of foreign direct investment to gross domestic product between countries and cross-sectional data for 78 countries from 2000 to 2011. The sample contains 52 developing countries. The analysis finds that two key factors are at work-high overall regulatory restrictions on foreign This paper is a product of the Office of the Chief Economist Office, South Asia Region. It is part of a larger effort by the World Bank to provide open access to its research and make a contribution to development policy discussions around the world. Policy Research Working Papers are also posted on the Web at http://econ.worldbank.org. The authors may be contacted at dgould@worldbank.org. direct investment and specific restrictions placed on doing business with other countries. These factors include overall trade restrictiveness, which reduces the benefits to cross-border investments, and weak institutions to protect foreign investors and facilitate investment. Nonetheless, the potential for faster growth in intra-and interregional foreign direct investment flows is significant. The main factors leading to this conclusion are South Asia's current low levels of foreign direct investment, the many unexploited opportunities for embodied knowledge transfer, and supply-chain linkages. The overall lessons for developing countries are that liberalizing policy constraints in both trade and foreign investment, keeping corporate tax rates modest, and improving governance and transparency could help to substantially improve foreign direct investment flows.
Introduction
Like many developing countries, countries in South Asia are experiencing a youth bulge entering the labor market. To absorb these workers (1 million per month for the next 20 years in the case of South Asia), provide higher living standards and reduce poverty, these economies will have to rely on more than just public investment. 4 It's just not feasible to provide all the economic capacity for more and better jobs through the government sector at a time when budgets are already under pressure and debt levels are relatively high. The private sector will have to play a key role in creating productive jobs for the new labor force entrants, and a critical element of this is improving the economic climate to attract private investment, a vital factor in sustainable and broad-based growth.
While greater domestic private sector investment is important, no country has moved into middleor upper-income status in isolation.
Foreign private capital flows-bank lending, direct investment and portfolio investment (i.e., debt and equity)-expand the potential sources of capital available to countries, raising productivity and boosting growth. Studies find that foreign direct investment (FDI) has a potentially large role due to its relative stability (Levchenko and Mauro 2007) and its impact on transfers of knowledge and technology (Moran, Graham and Blomström 2005) . 5 Empirical evidence points to FDI's productivity-enhancing effects in advanced economies-on average a 1.3 percent increase in country-wide total factor productivity growth has been associated with a 10 percent increase in FDIalthough the impact varies by country (Bitzer and Görg 2009) . Other research indicates similar outcomes in developing countries: the Czech Republic and Russia (Sabirianova Peter, Svejnar and Terrell 2005) , Indonesia (Blalock and Gertler 2004) , Lithuania (B. S. Javorcik 2004), among others. Blonigen and Wang (2005) find that FDI flows to developing countries, as opposed to developed countries, have a particularly strong effect on growth by crowding-in domestic investment. Kee (2011) shows that direct and indirect 4 The South Asia region refers to Afghanistan, Bangladesh, Bhutan, India, Maldives, Nepal, Pakistan, and Sri Lanka. 5 The IMF's most recent Balance of Payments Manual (BPM6) defines FDI as "a category of cross-border investment associated with a resident in one economy having control or a significant degree of influence on the management of an enterprise that is resident in another economy." This is operationally defined as having at least a 10 percent equity stake in the foreign firm. Inward FDI refers to foreign investment flows into the home countries, whereas outward FDI is the countries' investment flows to other countries. FDI is classified by two types: (1) greenfield investment involves constructing new operational facilities (factories, machinery, etc.) from the ground up and (2) mergers and acquisition (M&A) involve foreign firms acquiring existing assets from local firms. Our analysis in this study will cover both types of FDI together, although the literature has sometimes made a distinction between these two entry modes of FDI in terms of their impact on productivity, growth, and jobs. Some empirical studies suggest that greenfield investment and M&As are not perfect substitutes (Blonigen 1997; Yeaple 2007and 2008; and Norbäck and Persson 2008; Bertrand, Hakkala and Norbäck 2012) . The choice of entry modes may influence FDI performance and the host country's performance through research and development (R&D), localization of supplies and human resources, and technology transfers. In fact, a group of studies including Calderón, Loayza and Servén (2004) , Kim and Zhang (2008) , Wang and Wong (2009) , Neto, Brandão and Cerqueira (2010) and Harms and Méon (2011) argue that greenfield has bigger welfare impacts on the host countries via increasing capital formation and productivity.
spillovers can be quite strong, as demonstrated by the case of Bangladesh, where FDI inflows impact both domestic intermediate input suppliers that provide raw material to FDI firms, through increase in demand for high-quality intermediates, and domestic final good producers who are users of those high-quality intermediates as a result of shared supplier spillover. While there has been some debate in the popular press as to whether FDI, such as multi-brand retailing in India, would add much to the productive capacity of the country or just capitalize on monopsony power and open the door to greater corruption, studies suggest that corruption itself is a deterrent to FDI. 6 Indeed, the appeal of attracting more FDI may promote better governance by enticing governments to improve transparency.
This study looks into the historical patterns of FDI to developing countries, examines its sectoral composition, and evaluates current policies and policy options that may help create an environment for increasing FDI flows. The launching point for this study is the experience of South Asia and the substantial empirical literature that suggests that FDI is associated with growth, development, and productivity enhancement. The goal of the study is modest in that it does not seek to estimate the size of FDI spillovers on productivity growth, or address whether governments should actively subsidize FDI inflows over domestic investment as a means to enhance growth, but rather to understand the determinants of FDI flows as a share of GDP, taking South Asia as focal point due to its low current levels, despite the region's relatively high GDP growth over the last decade.
While FDI flows have increased over the past decade to South Asia, particularly from developed countries to South Asian service sectors, it has lagged in other sectors and remains relatively low overall. It is interesting to note, however, that one of the region's bright spots-which is common to other developing regions-is the increase in FDI flows from other developing countries. In other words, the traditional pattern of capital flows going in one direction-from rich to poor countries-is changing, with increasing flows and technology exchange taking place between developing countries themselves.
This reflects the more integrated and diversified nature of capital markets and the changing nature of the global economy, where the center of gravity in economic activity has gradually shifted toward developing countries.
By examining the historical patterns of South Asia's FDI, the policy environment, and the connections between the two, this study will provide the context for policy makers in South Asia and other developing countries to identify strategies, ease constraints to FDI, and boost potential 6 For example, interview with Joseph Stiglitz, The Times of India, October 21, 2012 and the work of Hellman, Jones and Kaufmann (2002) and Golberman and Shapiro (2003) .
broad-based growth. As noted by Blonigen and Wang (2005) , countries that attract strong FDI flows typically have a host of favorable policies-for example, strong property-rights protection, stable macro policies, adequate infrastructure, and a clear and competitive regulatory environment-which can crowdin domestic investment and improve overall productivity. This study will identify which factors and constraints matter the most in determining intra-and inter-regional FDI flows.
We begin the analysis by documenting the trends in FDI and its potential determinates. We show that FDI (both inward and outward) has grown quite substantially over the last decade for all developing countries and FDI dominates portfolio flows as a source of investment for developing countries.
Moreover, FDI inflows have been relatively more stable than portfolio inflows. Developed countries continue to be major source of FDI to developing countries, although the trend is changing as more FDI moves between the developing countries themselves. Except for a few brief periods, portfolio flows (both debt and equity) and bank lending have exceeded FDI for the world as a whole during the past two decades. However, FDI has risen to dominate all flows to developing countries ( Figure 1 ). FDI inflows have also been a relatively stable form of investment. As a source of capital flows, FDI may exhibit lower volatility than other types of capital flows, such as debt and portfolio equity. The stability of FDI is especially relevant during "sudden stops," or interruptions on capital flows.
Capital flows skewed toward non-FDI types, such as bank lending and portfolio investments, may lead to increased vulnerability to economic shocks. This pattern certainly played out in South Asia during the global financial crisis that began in 2008 (see chart below). Regardless of the source of capital flows, significant volatility suggests that there is room for countries to invest in institutions and programs that would help reduce their populations' vulnerability to increased exposure to global (and regional) economic shocks.
Growing international capital flows have become an increasing share of employment in developing countries, including those in the South Asia region. Globally, employment in wholly or partly foreignowned companies has increased in the recent years, accounting for 69 million jobs in 2011, an 8 percent increase over the previous year. By contrast, overall job growth in the same period was 2 percent (UNCTAD 2012). 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 For the World, Portfolio Dominates FDI Inflows 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 For Developing Countries, FDI Dominates 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 For South Asia Region (SAR), FDI Dominates, but not by much 7 In this report, developing economies include both developing and transitional economies as defined in UNCTAD. 8 "FDI inflows" are defined as net investments in domestic firms by foreigners. This is a different concept then "net" FDI (net investment in domestic firms by foreigners minus the net purchases of foreign firms by domestic agents). (Broner, et al. August 2011) find that "gross" capital flows tend to be more volatile than "net" capital flows. When foreigners invest in a country, domestic agents tend to invest abroad, and vice versa. Gross capital flows are also pro-cyclical, with foreigners investing more in the country and domestic agents investing more abroad during expansions. During crises, especially during severe ones, there is a retrenchment in both capital inflows by foreigners and capital outflows by domestic agents. Research has shown that a financial crisis is associated with the exit of investors; however, such crises are equally consistent with an inflow of foreign capital in the form of M&A, dubbed "fire-sale FDI" by (Aguiar and Gopinath 2005 
Regional South Asian Trends
Across South Asian countries, FDI inflows vary widely as a share of GDP. The differences reflect geography, levels of development, availability of basic infrastructure, the regulatory frameworks on FDI, and the size of the economies themselves. It may be expected that relatively larger-and perhaps more volatile-FDI inflows would be found in smaller countries simply because domestic investment may be less plentiful, allowing firm-level investment decisions to play a larger role in the overall economy.
Indeed, the Maldives has the region's smallest economy but ranks highest in FDI inflows as a share of GDP at almost 5 percent. Afghanistan, Pakistan, and India follow in the ranking. Bangladesh, Bhutan, and Sri Lanka are below the South Asian average ( Figure 5 ). Nepal received the least FDI as a share of GDP. 
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Most countries have seen a recovery in FDI flows after the global crisis. In 2009, Maldives' FDI was 17 percent less than its 2008 level-but it has since more than recovered and is now higher than before 11 As noted by India's Planning Commission: "To achieve rapid growth, the economy will have to overcome constraints posed by limited energy supplies, increase in water scarcity, shortages in infrastructure, problems of land acquisition for industrial development and infrastructure, and the complex problem of managing the urban transition associated with rapid growth. Greater efforts also need to be made in agriculture, health and education to ensure inclusion of the most excluded and sometimes invisible parts of our population." (Table 2) . South
Asia also ranks second among all developing regions in dollar value FDI flows into the service sectoraround US$1.9 trillion in 2009. However, South Asia's service sector FDI inflows are not exceptionally high as a share of GDP. This reflects the region's low overall FDI inflows-at 1.77 percent of GDP, the lowest among six regions and well below the developing country average of more than 3 percent ( Table   3 ). As percent of GDP, FDI flows into the South Asian service sector ranked fourth among the six regions in the developing world. While South Asia, especially India, is one of the largest international hubs for the service industry, particularly Business Process Outsourcing (BPO), overall inward FDI flows as a share of GDP compared to the other regions remain modest.
Compared to other regions, South Asia's FDI inflows into manufacturing and agriculture and mining are also modest as a share of GDP. Looking again at the six regions in Table 3 , South Asia was next to last in FDI flows into manufacturing and tied for last in agriculture and mining. The service sector includes: finance; wholesale and retail trade; business activities; transport, storage and communication; electricity, gas and water; hotels and restaurants; health and social services; education; construction; community, social and personal service activities; public administration and defense; and other services.
Agriculture and mining 4%
Manufacturing 22%
Service Sector 72%
Other 2% 
Source Countries for South Asia's FDI Inflows
The number of developing countries investing in South Asia has increased in recent years, which reflects a global trend of more south-south FDI flows. Growth in the number of countries investing in South Asia may suggest greater trade linkages and knowledge spillovers between developing countries and industries, rather than the expansion of investments from a single country with only marginal additional knowledge spillovers. As Table 4 shows, the number of developing countries with FDI positions in South Asia increased from 38 to 45 between the early and late 2000s, while the number of developed countries making investments in South Asia grew by only one (Greece). . In January 2004, the limit was removed altogether, and Indian enterprises are now permitted to invest up to 100 percent of their net worth abroad on an automatic basis (Kumar, 2008) . Like other large developing countries over the same period, India has seen an increase in outward FDI flows. Asian business. Today, South Asia is the fourth largest region for FDI outflows (Figure 10 ). After India, the largest flows of outward FDI from South Asia are from Bangladesh, Pakistan, and Sri Lanka. The other South Asian countries, however, show little outward investment (Table 6 ). US FDA-approved facilities are looking for acquisitions in regulated foreign markets to ease the registration processes. The manufacturing activities will still be in India, taking advantage of lower costs.
• Transfer of technology: Manufacturing certain products requires technology that is not available to local companies. By acquiring companies abroad, they get access to advanced manufacturing technologies that further help reduce production costs.
• New product mix: Companies are also going abroad to broaden their product mixes or acquire products that will otherwise require huge investments and a long time to manufacture indigenously.
• Presence in a location: Certain industries spread around the globe through subsidiaries to cater to the tastes and preferences in a particular region. The acquisitions made by these companies are primarily for added value in their product profile.
• Securing access to raw material: The rapid growth of many large developing countries-in particular, China and India-is causing concerns about the availability of, and access to, key resources and inputs for continuing economic expansion. Investing abroad will help ensure availability and cost of inputs.
Determinants of FDI: An Empirical Analysis
So far we have detailed the general trends in FDI to the developing countries and South Asia in particular.
In this section, we look at some of the key determinants of these trends to get insights into how developing countries in general may stimulate FDI, taking South Asia as one case study. Once the magnitudes and determinants of FDI are known, policy makers can direct their attention to enhancing the factors that are most critical to attracting FDI. Increased FDI can be a powerful complement to leveraging the competitive potential of South Asia, a region highly abundant in labor and natural resources.
What Might Be the Key Determinants of FDI?
Research on the determinants of FDI inflows is quite advanced. Several approaches have been taken, including looking at the patterns of FDI over time for a particular country, or a set of countries, as well as cross-country analysis, examining what determines FDI in countries based on certain economic, institutional, geographical, and policy characteristics. Because our main interest is identifying factors that may enhance FDI flows for developing countries, we model FDI growth as a share of GDP as a function of key policy and economic fundamentals-those that have been found to be critical in influencing investors' decision-making as well as those that may be particularly important in developing countries, such as energy availability, the level of trade barriers, and institutional capacity. We use cross-country data for 78 countries, both developing and developed, from 2000 to 2010.
In the broadest sense, all fundamental economic variables that determine growth and the level of development would also likely determine FDI inflows. Institutions, economic policies, macro stability, and legal and regulatory policies that enhance economic growth and development would also tend to influence FDI flows. Nonetheless, practicality demands being parsimonious in the choice of explanatory variables because many of these factors can be highly correlated, making it observationally difficult to determine the independent impact of all potentially important determinants of FDI growth. For example, measures of institutional development and corruption are likely to be an important determinant of FDI flows, but they are also highly correlated, so distinguishing the independent impacts of both these variables on FDI may be nearly impossible. Moreover, the larger the number of explanatory variables in the analysis, the fewer the degrees of freedom and the number of countries that can be included in the empirical analysis.
Models of FDI growth are typically based on variants of the neoclassical growth model, with FDI
being the variable of interest, rather than growth itself. 15 Based on this literature, we model the growth rate of FDI as a function of the initial level of FDI, ����� 0 , along the initial state of other factors that determine growth, 0 , in addition to the factors that specifically are associated with attracting FDI, X: Barro and Sala-i-Martin (1992, 2003) .
as a share of GDP over the period 2000-05 and the stock of natural resources per capita at the beginning in 2000, the change variables, ̇, in the initial years examined (2000-05), and controls for regional and oil exporter fixed effects.
The specification of variables is based on the previous literature, with some notable innovations.
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Unlike prior formulations, this analysis considers the long-run growth of FDI/GDP (rather than the FDI/GDP levels or short-run movements) and controls for the initial FDI/GDP stock to account for preexisting conditions that may have determined prior levels of FDI/GDP. 17 This formulation was used for several reasons, including: 1) it provides a method for determining whether FDI/GDP is converging or diverging between countries, based on the coefficient on the initial stock of FDI/GDP, 2) reduces the likelihood of endogeneity (although does not eliminate it) and limits the noise of short-term fluctuations because the explanatory variables are average growth from the first part of the period, rather than simultaneous with the dependent variable and 3) allows some means for looking at the dynamics of FDI without use of a panel data set, which increases the number of observations available and allows us to include most of the South Asian region in the data.
A high initial FDI/GDP level may be a conduit for high future FDI/GDP growth, signifying strong institutional qualities, agglomeration effects, and other factors, or it may point to lower future
FDI/GDP growth due to diminishing returns on FDI investment in a market that may already be well developed. The past decade suggests the latter effect may dominate because the stock of FDI remains highest in developed countries, but recent growth has been highly concentrated in developing countries. With the highest FDI growth taking place in those countries with relatively small initial levels of FDI, a trend toward convergence in the relative FDI stock may emerge. This is consistent with declining returns to FDI investment as the stock of FDI increases. Unlike other models that attempt to explain the determinants of FDI, our empirical exercise actually sets quite a high hurdle for finding significant impacts of the explanatory variables. Not only is it restricted to explaining the FDI growth relative to GDP, but it also holds constant the initial level of FDI relative to GDP. Consequently, changes in the factors that may explain FDI/GDP changes will only be important if they add explanatory power above the historical FDI/GDP factors.
16 This specification follows similar application of FDI can be found in Walsh and Yu (2010) , Asiedu (2002) , Noorbakhsh, Paloni and Youssef (2001) , Mohamed and Sidiropoulos (2010) and Lall, Norman and Featherstone (2003) . 17 We specifically examine long-run trends in FDI inflows to GDP to abstract from short-term cyclical factors.
What Are the Components of the Analysis?
The (Wheeler and Mody 1992) , (Barrell and Pain 1999) , (Campos and Kinoshita 2003) , and (Walsh and Yu 2010) .
Human Capital: Higher levels of human capital may have a positive or negative impact on attracting FDI inflows, depending on whether FDI is primarily directed to technology-based industries that depend on skilled labor (Lucas 1990; Zhang and Markusen 1999) or labor-intensive industries attracted to a lowwage labor force (Agarwal 1980 
Investment Policy Openness:
The more open the investment regime, the greater the expected FDI flows.
Most countries have restrictions on investment, and, as noted above, these barriers are particularly in South Asia. Some nations impose different rules for foreign and domestic investment; some restrict access to foreign exchange; some impose limits on payments, transfers, and capital transactions; some close certain industries to foreign investment. The proxy for this variable comes from the Heritage Foundation's Investment Freedom Index and takes the value of 100 for no restrictions and subtracts points for each restriction found in a country's investment regime.
Infrastructure:
The availability and quality of infrastructure is a key determinant of FDI inflows.
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Better infrastructure facilitates investment, decreases production costs, improves service provision, and increases investment returns. This study relies on the most frequently used data on infrastructure-the ICT infrastructure data, which can be found in the World Bank's WDI. Other data utilized for robustness, although not as complete, quality of logistics and ports and roads per capita are used for robustness. They are available at the same source.
Trade Openness: Free trade should be an important factor for attracting FDI, particularly in exportoriented businesses. In addition to allowing the FDI-related products to be easily exported, more open trade lowers the costs of imported inputs. On the other hand, high tariff barriers may also attract FDI by 20 For example, see (Root and Ahmed 1979) , (Schneider and Frey 1985) , (Narula 1996) , and (Noorbakhsh, Paloni and Youssef 2001 (Wheeler and Mody 1992) , (Root and Ahmed 1979) , (Agarwal 1980) , (Wei 2000) , (Asiedu 2002) , (Dutta and Roy 2008) , and (Solomon and Ruiz 2012) . 23 For example, see (Addison and Heshmati 2003) , (Asiedu 2002) , and (Blonigen and Piger 2011 Labor Costs: Low labor costs may be associated with greater FDI inflows-if accurately measured in a model that accounts for differences in worker productivity. Labor costs have been included in previous studies examining FDI (e.g. (Eichengreen and Tong 2007) . We proxy labor cost using the gross average real monthly wage in local currency, available at the ILOSTAT Database produced by the International Labor Organization (ILO).
24 Please refer to (Gastanaga, Nugent and Pashamova 1998) to learn about different measures of openness. 25 For example, see (Noorbakhsh, Paloni and Youssef 2001) , and (Wilhelms 1998 (UNCTAD 1993 (UNCTAD , 1998 , (McKern 1996) , (Asiedu 2002) , (Mohamed and Sidiropoulos 2010) , and (Anyanwu 2012) . 29 World Development Indicators (http://data.worldbank.org/data-catalog/world-development-indicators). 30 The rate of convergence is calculated as = −ln (1 +̂)/ , where t is 1 (since growth is annualized, the period over which growth is calculated is 1) and ̂ is the estimated coefficient on the level of FDI/GDP in the starting period. One factor that appears significant as a determinate for FDI/GDP growth is a rate reduction in corporate taxes as share of profits (particularly for the developing country sample). For developing countries, lowering corporate tax rates may have a predominantly positive impact on FDI, especially if taxes are imposed more stringently on foreign-owned enterprises than on domestic ones. A one percent decrease in corporate rates would cause about a half a percentage point increase in FDI/GDP growth.
Empirical Findings
Another significant factor is increasing trade liberalization. A one percent decrease in tariff rates would cause about a 0.13 percentage point increase in growth in FDI/GDP. While high tariffs may give some companies an incentive to invest in protected markets, greater trade liberalization has a positive overall impact on attracting FDI, perhaps because protectionism distorts relative prices and increases production costs (through higher prices for inputs and imported capital goods and the deterrent to efficient resource allocation). The dummy variable for large oil-exporting economies is strongly significant and negative. This runs counter to the expectation that oil-rich countries would provide a strong attraction for FDI. However, the equation holds constant initial levels of FDI/GDP that may have been high for these countries. During the period of study, oil exporters may not be attracting additional inflows of FDI because they were high recipients in prior years.
Institutional improvements, particularly in controlling corruption
In both the developing country and world samples, efficiency of energy supply and macroeconomic stability do not appear to have a statistically significant impact on the growth of FDI/GDP. The lack of significance on these variables may either be because they are not good proxies for the presumed economic relationships (a country may have a plentiful supply of energy, but nonetheless be subject to large distribution and power losses, for example) or, they may simply not be consistently good indicators for determining the growth of FDI/GDP. Other factors that were believed a priori to be potentially important to determining FDI/GDP growth, such as wage rates, infrastructure, and financial market development, proved to be less robust than expected, with high standard errors and weak significance.
Overall, the empirical results explain about 60 percent to 70 percent of the variation in FDI/GDP growth for the developing countries and the world sample, as indicated by the adjusted R-square. 31 The summary statistics of the variables are presented in the Annex.
How Does South Asia Rank among Other Developing Countries?
The series of graphs in Figure 11 Figure 13 splits South Asia into its constituent countries to show the diverse regional experience, but also commonalities across the region. India, which accounts for some 85 percent of regional FDI inflows, is unique in its strong improvements to investment policy and trade liberalization, which have played a positive role in enhancing growth in FDI/GDP. Its other characteristics that influence foreign direct investment, such as control of corruption and corporate tax changes, have been quite similar to the 32 It should be noted that while moving to zero corporate tax rates may promote higher growth in FDI/GDP, it may not be conducive to fiscal revenue objectives, nor be the least distortionary way of raising revenues. This paper does not address these issues. Table 8 ).
This reflects a large jump in FDI/GDP growth Bangladesh, and more moderate increases in Bhutan, Nepal, and Pakistan, but slower growth in the other South Asian countries.
An alternative forecast is provided in column 4, which makes a hypothetical forecast that assumes that South Asian countries are to make progress on policies that attract FDI/GDP (up to the developing country average) and maintain their other policies that are already above average.
Under this scenario, annual FDI/GDP growth would increase to 6.6 percent through 2015, which is 2.7
percentage points higher annually than if policies were maintained. Overall, the results suggest South Asia has the potential, through policy changes, to take important steps to becoming a much greater magnet for foreign investment. predicted FDI inflow, 2005 predicted FDI inflow, -2015 , is based on the value of the explanatory variables adjusted to developing countries average whenever they are less than the developing countries average. indicate that FDI into other sectors, such as manufacturing, is low due to insufficient infrastructure and cumbersome regulations that discourage FDI inflows to these industries more than into services.
Conclusions
The empirical analysis presented in this study offers a powerful set of factors as key contributors to FDI growth-control of corruption, non-punitive corporate taxes, reduced trade protection, and greater investment openness. Developing countries have several good options for improving FDI flows and doing so could provide a strong foundation for continued growth. For South Asia, progress has been made on the policy front over the past decade, but policy makers need to remain vigilant and keep the reform momentum going forward rather than sliding backwards, particularly in the current context of South Asia's economic slowdown. Regional growth has slowed from 9.3 percent in 2010 to 5.4 percent in 2012, and some local businesses are advocating quick short-term solutions through protected markets.
Concerns have recently been raised by multinational corporations that new policies to protect domestic business are deteriorating the attractiveness of investing in the region, and thus may hurt long-term growth prospects. Initiatives to promote domestic interests, while at first appearing to help strengthen the domestic economy may, in the end, do just the opposite. While foreign direct investment is not the only building block of a strong and growing domestic economy, it complements other components and is oftentimes a bellwether for future growth prospects. 
Annex: Summary Statistics and Correlation Matrix

